Exchange rate has proved its behavior in determining the country economic position in this age of globalization and trade liberalization. Therefore, this research investigates that the determinants of trade i.e. Import, export, industrial growth, consumption level and oil prices fluctuation brings changes in exchange rate and its influence eventually on balance of payments in comparison of Indian and Pakistani economies. Data of defined variables is collected on annual basis of India and Pakistan for thirty one years. By applying cointegration, it is estimated that there exist a long run relationship in both countries. India and Pakistan has significantly and correctly sign the short run dynamic and some of the factors have not. In Pakistan balance of payment does granger cause exchange rate. For India, exchange rate does not granger cause balance of payment. It is concluded that exchange rate is very important determinant of trading in an open economy. Dealing in foreign exchange market, currency change affects every economy including developed or developing. This occurs because of the market forces of supply and demand, which pushes countries exchange rate as depreciated and appreciated.
INTRODUCTION
Exchange rate tells the value of one currency in terms of other. Generally it is recognized that depreciation in exchange rate be a positive signal for the economy it increases cost of imports that discourages imports and encourages exports and have a positive impact of the balance of trade. As far as appreciation of the currency is concerned it decreases exports and increases imports. This in turn proves that depreciation in exchange rate transfers income from importing countries to the exporting countries and effects terms of trade. Because of uncertainty of exports revenue people reduces trade and this affects the economic growth of both importing and exporting nations. It is to be noted that for the purpose of adjustment of regime people hold foreign as well as domestic stocks. If exports are more than imports (Trade surplus) then people stated to hold foreign currency. In case of holding demand for the currency decreases and foreign currency will depreciate. If expectations of trade deficit in the future then as imports are more than exports then foreign money holding will be less. In case of that the foreign currency will started to appreciate. If courtiers inject money in the economy then money supply is larger so more consumption and investment in the economy is undertaken. More production will increases demand for goods and prices of goods increases. More money supply means lower interest rate and raise in exchange rate. If prices rises as a result of money supply then domestic interest rate increases (Contraction in monetary policy) then demand for the currency will rises and more capital inflow will have a significant impact on the economy and currency will started to appreciate. Different countries are having fixed as well as floating exchange rates. The goodness of flexible exchange rate is that countries are not dependent on one another in terms of formulating policies like monetary and fiscal policy. But in a fixed exchange rate regime if one country has implemented expansionary monetary policy then other country also has to follow the same policy. exchange rate calculation is one of the essentials for policy formulation for countries, (Qiao, 2007) states that we still are waiting to have comprehensive theory to predict exchange rate depreciation and appreciation on the trade balances, the empirical findings in exchange rate and balance of trade showed the mixed trends (Koray & McMillin, 2006) . Exchange rate is a significant factor in international macroeconomics; it affects are witnessed in the recent past on different currency crises in many economies and has attracted focus of policy makers around the globe. Exchange rate has proved its behavior in determining the country economic position in this age of globalization and trade liberalization. Therefore, this research investigates that the determinants of trade i.e. Import, export, industrial growth, consumption level and oil prices fluctuation brings changes in exchange rate and its influence eventually on balance of payments in comparison of Indian and Pakistani economies.
LITRATURE REVIEW
Empirical literature on cross-national policy regressions is now disregarded. But it is maybe just to say that the caution against overvaluation remains as tough as ever. In a survey of international growth literature (Easterly, 2005) points that overvaluations create unwanted effects on growth. Summing up, currency overvaluation and undervaluation are creating a challenge for the stable economies to control their stable growth, this need to be catered at very early stage to avoid the disturbance in economic growth and harmful results in long run (Krugman, 1986) ; (McKenzie, 1999) ; (Brada, Kutan, & Zhou, 1997) ; (Hartmann, 1998) and (Hau & Rey, 2006) . In review of existing literature so far, it is observed that exchange rate plays critical role in international monetary transactions of an economy. Balance of Payments is a summary statement of these international transactions. In other words, balance of payment is used for the accounting of any specific country's total payments made during the certain period of time along with the receipts collected from any other country from private of government exchange sources. Though, studying the relationship between both is quite significant for (Ostry, 1992; Rose, 1989) ,and recent panel studies of twenty two emerging countries in this area suggest made trade liberalization responsible for disturbance of balance of payment ( (Nahuis & Parikh, 2002) ; (Santos-Paulino, 2002) and Latin American countries study by (Khan & Montiel, 1987) presented similar findings. Moreover, it is also stated that some countries use dual exchange rates systems because of their weak balance of payments situations, rather than devaluation of their currency, this approach sometime proves costly from a political and social point of view. However, if managed properly this dual exchange rate policy can be valuable for improving balance of payments of developing countries. Also, (Obadan, 2002) viewed international trade and foreign exchange markets constancy can be achieved by fixed exchange rates. Similarly, (Cooper, Walde, & Peckarsky, 1990) examines the effect of decrease in imports and increase in exports and eventually balance of payment improvement in long run can be achieved by devaluation. (Kiguel & Ghei, 1993 ) also highlighted the similar result of devaluation on balance of payments. On the contrary, the opinion is that the just devaluation does not always improve of balance of payments. The devaluation of currencies of different counties as compared to other currencies also helps in raising the positive trade balance. It is analyzed that export surges in the developing countries are connected with the exchange rate devaluation for the achievement of their new exports levels to the new growth destinations (Freund & Pierola, 2008) . Oil prices and appreciation in exchange rate are positively correlated with Gross domestic product. A rise in oil prices has affected the global economy positively. The rise in oil prices is due to increase in demand not by supply side effects. Oil prices are more worthwhile than monetary contraction. Federal Reserve's in case of increase in oil prices will increases interest rate to control inflation. Increase in oil prices is affecting the oil producing countries in two contexts. First is positive effect that is income and wealth increases in oil producing countries, because importing countries pays more and if the exporting countries utilize income in home country then investment will be more in countries and increase employment in the society. It increase money supply in the society and currency appreciates in this regard. Second effect is negative because increase in oil prices will decrease demand for oil in oil importing countries and worsens balance of trade position in oil exporting country (Amano & Van Norden, 1998; Brahim Fezzani, 2011) , (Aliyu, 2009 ), (Al-Ezzee, 2011 , (Bjørnland, 2009) , (Kilian, 2007) , (Hamilton, 2009) , (Jiménez-Rodríguez* & Sanchez, 2005) . Any changes in the real exchange rates would lead to fluctuations in short term capital flows. It plays an important role in economic activities; therefore the real exchange rate has been one of the most debated issues both in theory and the practice. The effect of real exchange rate on economic growth has been examined, and found that negative relationship between the two variables. Devaluation of a currency leads contraction in aggregate demand and output. Devaluation increases general price level and decrease in real money value increase demand for nominal money and interest rate and have a negative impact on investment and consumption decisions. Government has to pay more money for external debt which is either generated from taxes or by reducing expenditure. If it is by increase in taxes then it will lessened the private sector spending and negatively affects economy. (Munir A. S. Choudhary, 2006) . Literature empirically proves that depreciation in exchange rate will make imports expensive that will encourage exports and stronger balance of
International Journal of Academic Research in Business and Social Sciences
January , Vol. 5, No. 1 ISSN: 2222 260 www.hrmars.com trade position and leads to higher economic growth. Despite that, appreciation in exchange rate will make imports cheap and has studied affect the economic growth as well (Aliyu, 2009) , ((Tille, 2003) , (Hsing, 2005) , (Al-Ezzee, 2011) . If government increases its spending that will increases consumption decreases balance of trade and depreciation in exchange rate and have a positive impact on Gross domestic product (Kim, 2007) . Foreign direct investment is regarded as an important source of capital financing (Globerman & Shapiro, 1999) . Government implement different strategies to foster economic growth and regime stability lead to increase in foreign direct investment inward (Ravn, 2012) has suggested that. If foreign direct investment is used in non-tradable sector then it will leads to appreciation of the currency (Hafeez-ur-Rehman, 2010 ). Different countries have proposed different causes of inflation. Either it is due to the supply of money or due to increase in import prices that causes depreciation of the currency (Ali, 1999) .
METHODOLOGY
Aim of this research study can be achieved with the help of econometric technique which is used to test the existence of a long run association among the different time series of data for India and Pakistan. In detail review of literature of exchange rate relationship, the trade balance has significant relationship and economic growth i.e. industrial growth ,capital goods and consumption level has strong negative relationship and oil prices has positive/negative relationship with exchange rate as its sign depends upon oil production at national level and its import from other countries. Time series modeling and forecasting became quite popular following the publication of the text time series analysis forecasting and control (Box) . They suggested some properties of time series that would suggest departures from stationary, that is, these would suggest nonstationarity. The two main properties were visual cues. First, if a series does not seem to have a constant mean (part of the definition of stationary) when graphed, that is a visible symptom of nonstationarity. The stationary or otherwise of a series can strongly influence its behavior and properties -e.g. persistence of shocks will be infinite for non-stationary series. If the variables in the regression model are not stationary, then it can be proved that the standard assumptions for asymptotic analysis will not valid. In other words, the usual "t ratios" will not follow a t-distribution, so we cannot validly undertake hypothesis tests about the regression parameters. If a non-stationary series, yt must be differenced d times before it becomes stationary, then it is said to be integrated of order d. We write yt~I(d). So if yt~I(d) then Δdyt~I(0). An I (1) series contains one unit root, e.g. yt = yt-1+ ut A series is said to be trend stationary when it is stationary around a trend: y t = β0+ β1 t+ ut t= trend Differenced variables are usually thought of as representing the short-run. But if the built model does not belong to above circumstances, so the problem could be referred non stationary. Therefore, before running the model it will undergo stationary check. If all variables are found to be integrated of the same order, the following process is generally employed. The first step is to estimate whether stable long-run dependencies exist among the
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January , Vol. 5, No. 1 ISSN: 2222 261 www.hrmars.com variables, i.e. whether the variables are cointegrated. If the cointegrating relations are identified, the next step is to determine the number of long-run equilibrium relationships or cointegrating vectors among the variables. The two most widely used tests for cointegration are the Engle-Granger two-step estimator maximum likelihood estimator. Since the long-run cointegrating relation is found among the variables, the estimation of cointegrating vectors is executed at the same time (Johansen, 1988; Johansen & Juselius, 1990) . If there is evidence of cointegration between two or more variables, then a valid error correction model should also exist between the two variables. The error correction model is then a representation of the short-run dynamic relationship between X and Y, in which the error correction term incorporates the long-run information about X and Y into our model. This implies that the error correction term will be significant, if cointegration exists. In the previous section the cointegrating relationships of the variables are identified, and it will be included explicitly as error-correction terms into a short-run system. The estimated bi-variate ECM for Pakistan and India takes the following form: ΔEXRateit = α + Σ β1 (Exports) -Σ β2 (Imp) -Σ β3 (Capital goods) -Σ β4 (industrial growth) -Σ β6 (Consumption level) + Σ β7 (Oil prices) + φECTit-1 + u1it………………………………………………..…………………… (1) (i=1…n1) (i=1…n2) Where Δ is the difference operator, are as defined; φECTit-1 is the error correction term derived from the long-run co integrating relationship, u1t is the white noise error terms t denotes the years and n1 is the lag orders of α's and β's respectively. The ECM results distinguish between short-run and long-run Granger causality. The above said methodology is also applied on the second model [12] . Balance of payment = β0 + β1 (exchange rate) + ε ………………………………………………………………….…….. (2) Simple correlation does not necessarily indicate causation. One theoretical implication of cointegration is that if two variables, say, Exchange rate and real oil price or exchange rates, are integrated of order one and cointegrated, there must be a Granger-causality between balance of payment and in at least one direction as one variable can help determine the other. Testing for temporal causality between prices and volumes traded is centered on a bi variant VAR model comprising two stationary series, x and y. The model written as: J+ uy,t…..……………………………………………………..(4) For example, if x and y are stationary variables and p and q are the lag lengths for x and y respectively (Johansen & Juselius, 1990 ). Table 1 explains the results of ADF test on unit root on level, first and second difference for Pakistan and India. As the null hypotheses time series is non-stationary (unit root). According to the table, For Pakistan, all the variables exchange rate, export, import, industrial growth, capital goods, and consumption level, oil prices and balance of payment are stationary in their first difference I (1). Similarly, for India all the variables are stationary on first difference I (1).
RESULTS
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January , Vol. 5, No. 1 ISSN: 2222 262 www.hrmars.com Export shows the positive affect in India and Pakistan but the impact of export is higher in Pakistan and on the other side the results are opposite for the imports. Industrial goods has negatively related in Pakistan while it is positive in India. Capital goods has negative coefficient in Pakistan while it is negative in India and consumption level has positive relations in Pakistan and negative in India. Oil price is sensitive in Pakistan and India and has negative relation.
Negative relationship with exchange rate shows that direction i.e. as it exports increases then currency appreciated and vice versa if all the variables remain constant then it means equilibrium level has been reached and constant term indicates the long run equilibrium. The intercept value indicates the change in constant change in exchange rate. All the constant term shows significant results. If all the variables remain constant then it means equilibrium level has been reached and constant term indicates the long run equilibrium. The intercept value indicates the change in constant change in exchange rate. All the constant term except Pakistan and India shows significant results. , Vol. 5, No. 1 ISSN: 2222 266 www.hrmars.com Table 4 exhibits the short run vector error correction results. In Pakistan, exchange rate, imports industrial growth, consumption level and oil prices variability does not affect the long run relationship significantly in the short run dynamics. While the other, change in export and capital goods are contributing significantly to the long run stability. In India, exchange rate, exports, industrial growth, capital goods and oil prices are affecting long run relationship significantly. Similarly, in china only export shows the significant results. In table 5, Granger causality checks the bilateral effect as balance of payment on exchange rate and exchange rate on balance of payment. In Pakistan we reject the null hypothesis on 10% significance level in favor of alternate as balance of payment does granger cause exchange rate. For India, we reject null hypotheses as exchange rate does not granger cause balance of payment. Exchange rate is very important determinant of trading in an open economy. Dealing in foreign exchange market, currency change affects every economy including developed or developing. This occurs because of the market forces of supply and demand, which pushes countries exchange rate as depreciated and appreciated.
CONCLUSION
Exchange rate is very important determinant of trading in an open economy. Dealing in foreign exchange market, currency change affects every economy including developed or developing.
